introducing policies and strategies to grow the service sector and its exports. Examples can be seen in the Second and Third Industrial Master Plans as well as the New Economic Model (NEM) (MITI 1996 (MITI , 2006 NEAC 2010) . In the Second Industrial Master Plan, the service sector was intended to enhance manufacturing development; in the Third Industrial Master Plan and the NEM, selected services such as health and education were targeted as new sources of export revenues.
This chapter characterizes the nature of service exports in Malaysia and analyzes the factors that have contributed to the success (or otherwise) of specific services relative to others. Factors that could influence the success or failure of the service exports are grouped into three categories: (a) endowments such as availability of human capital and telecommunication infrastructure; (b) government policies such as promotion initiatives and unilateral, bilateral, or regional liberalization; and (c) access to service export markets.
The chapter is organized as follows. An overall picture of the service sector and service exports in the Malaysian economy is followed by a detailed analysis of the characteristics of service exports from Malaysia. The next section details the fundamental factors that have contributed to the success of these exports. The subsequent section explores some specific factors that also may have constrained service exports. Finally, the chapter concludes with policy lessons.
The Service Sector in Malaysia
Since its independence in 1957, Malaysia has traditionally been a net importer of services. After a long period of persistent deficit, a positive balance in service trade started to emerge in 2007 and 2008 . Nevertheless, the sector is an important one for the Malaysian economy in terms of its share in GDP, employment, and interand intrasectoral links. The service sector has been the largest sector in the Malaysian economy from 1978 to 2009. In 2009, this sector contributed 56 percent of GDP and 59 percent of total employment, including employment in government services (Tham and Loke 2010, 3) .
The service sector has the second highest multiplier effect on the economy, after the manufacturing sector. An increase in demand in every service subsector by RM 1.00 (US$0.26) is expected to increase the output in the whole economy by RM 40.04 (US$10.53) while it increases the output in the manufacturing sector by RM 3.73 (US$0.97) (table 5.1). Conversely, an increase in demand by RM 1.00 (US$0.26) in every manufacturing subsector will increase service output by RM 9.80 (US$2.58).
For input requirements, the service sector depends more heavily on its own industries (linkage index of 6.00) than on other sectors in the economy. 1 The manufacturing sector seems to depend more on the service sector (linkage index of 1.67), relative to the service sector's dependence on the manufacturing sector. Among service subsectors, government services (public administration and other government services) in general have higher dependency on the manufacturing sector than do nongovernmental services. Among the nongovernmental services, hotel and restaurant services depend relatively highly on the manufacturing sector for inputs, particularly from the food processing subsector (linkage index of 15.17). Other examples are transport and storage services, which depend relatively highly on the petroleum products subsector (linkage index of 6.64); communication services, which have high dependency on the electrical machinery subsector (6.18); education services, which depend on the food processing subsector (3.99); and health services, which depend on the industrial chemicals subsector (2.49).
In terms of the degree of importance of service subsectors as inputs to the manufacturing subsectors, the wholesale and retail trade service subsector is an important input to all manufacturing subsectors particularly to the food processing subsector (linkage index of 22.60), because its forward linkage index values are all greater than 1.00. Other services that are relatively more important to the manufacturing sector are transport and storage services (particularly to food processing, with an index of 6.23) and business services (particularly to food processing, with an index of 6.59).
In short, the linkage analysis shows that the service and manufacturing sectors are interdependent. Growth in the service sector (in terms of size or quality) is likely to promote the manufacturing sector and vice versa. Hence, the service sector is an important sector in the domestic economy in terms of its contribution to GDP, employment, and inter-and intrasectoral links in the country. However, its contribution to total exports is much smaller than the contribution of manufacturing. Overall, Malaysia is not a big exporter of services in the global arena. Because of the dominance of multinational corporations in the manufacturing sector, Malaysia's export of manufactured goods is facilitated through the import of transport services.
Significance of service exports
Malaysia's exports comprise mainly manufactured goods. The share of service exports in total exports stagnated between 12 and 14 percent from 1998 to 2008, while its share in GDP remained within 12 to 16 percent. The share of service exports in service value added stood at 36 percent in 2007 before falling to 25 percent in 2008. This finding indicates that a larger share of service output in the country is directed toward the domestic economy. 
Composition of cross-border service exports
This section identifies the major service exports of the country through its balance of payments statistics, which are the primary source of data for the country's exports of services. A shift occurred in the share of the three main categories of exports over time. From 1995 to 2000, the largest share in exports accrued to other services, followed by travel and transport. The share of travel in exports increased steadily over time, and it became the largest component in service exports from 2001 onward. Although the share of travel ranged between 21 and 35 percent in the 1990s, it rose to over 40 percent for all years during the 2000s. In 2008, travel constituted 50 percent of total service exports. The largest share of the travel export is business travel. Personal travel exports are less than 1 percent, though that figure is increasing. The share of health-and education-related services was reported for the first time for the years 2004-07. Although other services constituted the second-largest component in service exports from 2001 onward, their share has decreased over time, falling from 34 percent in 2001 to 27 percent in 2008. This decrease does not imply that the absolute value of other service exports has fallen but rather that the value of exports in this category has not increased as fast as the value of service exports in transport and travel.
Nevertheless, within other services, the shares of some services are increasing, including computer and information services. The share of information and communication technology (ICT) service exports in aggregate service exports grew from 1.2 percent to 3.4 percent from 1993 to 2008. Total cumulative ICT service exports from the Multimedia Super Corridor (MSC), a government-designated zone for the development of multimedia technology, amounted to RM 7.2 billion (US$2.0 billion) in 2009. Annual ICT service exports from the MSC as a percentage of total computer and information service exports grew from 66 percent in 2005 to 70 percent in 2006 but slowed to 43 percent in 2008.
Transport service exports are the third major group of service exports, with a share of about 20 percent of total service exports throughout the period 1995-2006. However, the share of passenger transport in aggregate service exports increased significantly from 5.3 percent in 2001 to 10.8 percent in 2008. The increase in passenger transport was facilitated by the emergence of low-cost carriers in Malaysia and subsequently in other countries in the region. These carriers further enhanced tourism within the region as well as business travel. Tourism in Malaysia is also boosted by the presence of an increasing number of middle-income consumers in Asia, thanks to overall economic growth in the region.
The slow growth of transport service exports can be attributed to the fact that Malaysia has not been able to capitalize on its manufacturing exports to deepen its The Case of Malaysia service exports. Figure 5 .1 plots the value of manufactured exports and transport service exports over time (1995) (1996) (1997) (1998) (1999) (2000) (2001) (2002) (2003) (2004) (2005) (2006) (2007) (2008) . Both have clearly increased over time; however, they do not seem to have high correlation with each other. Manufactured exports increased at a faster rate than transport service exports, leading to a widening gap between manufactured exports and transport service exports over time. This finding indicates that Malaysia still very much depends on the import of transport services to facilitate its exports of manufactured goods.
The heavy dependence on foreign transport services, particularly foreign shipping lines, was noted in a study by Sieh Lee, Abidin, and Loke (2000, 132) , which found that only 15 percent of Malaysia's total trade was carried by Malaysian ships. This phenomenon has continued in recent years as an estimated 85 percent of total trade is carried by foreign ships (Baird Maritime 2010). Data from the Ministry of Transport show that, in 2005, Maersk Line handled approximately 78 percent of the total cargo in Port Klang and Tanjung Pelepas, two of the major ports in the country. Maersk's share increased to 82 percent in 2009. The dominance of multinational corporations in manufacturing exports and their preference for using transport services from other multinational corporations in their home countries has contributed to this dependence.
In 2007, for the first time since independence, the services account shifted from negative to positive in Malaysia's balance of payments (WTO 2009, 8) . Increasing exports of travel services and passenger transportation contributed to this shift. This surplus was retained in 2008, although there was a slight decrease compared to 2007. 
Destination of service exports
Malaysia has information on the destination markets for selected subsectors, which permits an analysis of bilateral service exports.
In the case of higher education, the top countries in terms of inflows of international students are China, Bangladesh, and the Islamic Republic of Iran, respectively, followed by countries in ASEAN (table 5.5). The most popular undergraduate programs for international students are the transnational programs that are conducted locally in English. International students, including students from China, aspire to obtain the foreign degrees that are awarded by the parent institutions of these transnational programs. The lower cost of living in Malaysia is an added attraction. Because Malaysia has multiethnic groups, including a substantial Chinese population, cultural diversity is another comparative advantage. Over time, the share of students from Bangladesh and China has been declining. The share of Chinese students coming to Malaysia for higher education declined from 34 percent in 2003 to less than 14 percent in 2007 while the share of Bangladeshi students declined from 7 percent to 5 percent in the same period. By contrast, more students from the Islamic Republic of Iran were attracted to Malaysia for higher education. Their share increased from barely 1 percent to 8 percent. An Observatory on Borderless Higher Education (OBHE) analysis of the market share of the major and minor players for international students in higher education from 2007 to 2009 reveals some interesting shifts (Lasanowski 2009, appendix C; Verbik and Lasanowski 2007) . According to OBHE, the market share of the major players (namely, Australia, the United Kingdom, and the United States) dropped slightly from 45 percent to 44 percent of the world's overseas students. China, an emerging player in 2007, has joined the league of the "middle powers" in this market, although its market share remains at 7 percent. In contrast, France and Germany (the other two players in this group) experienced a drop in their shares from 10 percent each to 9 percent each. The evolving destinations (Canada, Japan, and New Zealand) have also experienced a drop in their respective market shares from 5 percent, 5 percent, and 3 percent to 4 percent, 4 percent, and 2 percent during the same period. Malaysia and Singapore, classified as emerging contenders, maintained their respective market shares at 2 percent each. The Republic of Korea joined the group of emerging contenders in 2009, with a market share of 1.5 percent. Most medical services from Malaysia are exported within the ASEAN region (80 percent in 2007), although Malaysia also attracts European and Japanese patients (table 5.6). Policy measures have not identified specific niches for medical treatment in the country; however, the procedures in demand by medical tourists are procedures for coronary heart disease, plastic surgery, hip and knee implants, dental implants, and high-end diagnostic services (Chee 2007) . The share of patients visiting Malaysia for treatment who are from ASEAN countries increased from 75 percent in 2003 to 80 percent in 2007. Within the ASEAN region, Indonesia accounts for more than 95 percent of patients visiting Malaysia for treatment. Most of the increase in patients coming from ASEAN countries was due to an increase in patients from Indonesia.
In the case of medical tourism, Malaysia's share in the global market is less than that of Thailand, Singapore, and the Philippines. Malaysia's share in the global medical tourism market, estimated at US$20 billion in 2006, is currently 0.27 percent (US$54 million). Thailand comes in at 3.75 percent (US$750 million), followed by Singapore at 2.13 percent (US$425 million) and the Philippines at 0.63 percent (US$125 million) (Choy 2010) .
In the case of general tourism, the top source country is Singapore, followed by Thailand, Indonesia, China, Brunei Darussalam, Japan, and Australia (table 5.7). On the basis of available data, the World Economic Forum travel and tourism competitiveness index ranked Malaysia ahead of Thailand, Indonesia, and the Philippines but behind Singapore in terms of competitiveness in travel and tourism (table 5.8). Malaysia was ranked higher than Singapore for subindexes on human, cultural, and natural resources, probably because of the lack of resource availability in Singapore.
The emergence and subsequent expansion of Malaysia's first low-cost carrier, AirAsia, has facilitated regional travel for inflows and outflows of tourists by making regional travel much more affordable than before. The emergence of low-cost carriers in other countries in Southeast Asia has also enhanced tourist flows in the region. The rise of the middle class in the countries in the region is another factor contributing to increased regional travel. Hence, intraindustry trade is expected to be higher in this subsector than in other subsectors. Because Malaysia and the Gulf Cooperation Council are the two main centers in the application of Islamic finance contracts to financial products and cover a major portion of the total market of global Islamic finance, intraindustry trade is expected to prevail in the Islamic financial sector. Despite differences in Shariah opinions between the two Islamic financial centers, some contracts are universally accepted-namely, the mudaraba contract for project financing and deposits (Gintzburger 2010) . Hence, it is expected that for universally accepted contracts there will be cross-border flows between the two centers.
Factors behind the Success of Service Exports
Several factors explain the success behind Malaysia's service exports. The fundamentals are covered here. 
Economic performance
Political and economic stability are important for attracting providers and consumers of services. Malaysia's overall economic performance has been very satisfactory over the 14 years from 1995 to 2008. Annual GDP has risen, with growth rates of well over 5 percent in most years during that period, with one exception during the Asian financial crisis in 1998, when negative growth was recorded. As a result of the continued positive economic growth, Malaysia's GDP per capita almost doubled, from US$4,479 in 1995 to US$8,197 in 2008. Although the economy grew at high rates, inflation was relatively well managed, with rates below 3.6 percent in most years. The exceptions were in 1998 and 2008, when inflation rates exceeded 5 percent. One main factor for the higher inflation rates was the world price of oil, particularly in 2008.
Unemployment rates in the period from 1998 to 2008 also were relatively low, at about 3 percent every year. The country's domestic supply of labor has not been able to meet market demand. Labor shortage is particularly acute for low-skilled jobs such as plant assemblers and shop floor workers. Malaysia relies on foreign labor, mainly from neighboring countries such as Cambodia, Indonesia, Myanmar, Nepal, and Vietnam.
Business climate
In general, Malaysia's business climate is relatively conducive to both domestic and multinational corporations. It is still relatively easy to start a business in Malaysia, as compared to other countries in the region and throughout the world (table 5.9). However, increasing competition from other countries and the emergence of new markets in the world in recent years, coupled with some other domestic factors such as the perception of increasing corruption and deteriorating safety in the country, have caused Malaysia's ranking to deteriorate ( Malaysia was preferred to countries such as Korea and almost equal to Thailand for locating a business. However, in 2010, Korea improved in its ranking, whereas Malaysia dropped in its ranking. Nevertheless, basic political and macroeconomic stability as well as ease of doing business in Malaysia are only three prerequisites for attracting consumers and providers of services to Malaysia. Other factors need to be in place, as explained in the following sections.
Natural endowment and cultural factors
Malaysia has abundant natural resources to support tourism, especially ecotourism in East Malaysia (Sabah and Sarawak). East Malaysia has extensive forest and tree cover that supports its megabiologically diverse endowments, including exotic flora and fauna as well as different species of mammals, invertebrates, fish, and birds. A number of national and state parks have caves, including some of the largest and longest in the world. The country also hosts a large variety of bird species as well as migratory birds, because it is located on the Australasian crossmigratory bird paths.
A number of tourism destinations have been established as gazetted terrestrial or marine protected areas. Daud (2002, 129) reports that 5 percent of the terrestrial area, covering 1,464,973 hectares, is protected. This protected area includes 1 national park, 18 state parks, 18 wildlife reserves, 3 wildlife sanctuaries, 3 bird reserves, and 2 protected landscapes. Marine protected areas include more than 40 islands. The protected areas are managed by the Department of Wildlife and National Parks, the Forestry Department, the Fisheries Department, and various state park authorities.
Malaysia is well known as a multiethnic society. (12 percent of the population), Chinese (26 percent), Indians (8 percent), and other unlisted ethnic groups (1 percent). This multiethnic composition inevitably implies a multicultural society. In addition, Malaysia's long-standing openness to international trade and FDI in the manufacturing sector has also led to a significant population of expatriates working in the country, thereby further enhancing the diversity of cultures. The increasing presence of foreign workers since the early 1990s, estimated at 1.9 million in 2009, has further added to the country's diversity. This diversity is a source of advantage for Malaysia because Malaysian workers are comfortable working with other ethnic groups and foreigners find it relatively easy to adapt to working with Malaysians. The Chinese and Indian diasporas in Malaysia may be able to use kinship ties to penetrate the markets in China and India.
Special factors
A number of special factors have also encouraged the development of service exports.
Government support of service exports
The Multimedia Super Corridor was established in 1996 to build a competitive cluster of local ICT companies and a sustainable ICT industry. Malaysia developed the MSC by providing financial and nonfinancial incentives such as 100 percent foreign equity ownership and no restrictions on the employment of foreign knowledge workers. By 2005, a total of 1,421 companies had been established in the MSC and were given MSC status. Of these, 349 companies were foreign owned and 39 were 50-50 joint ventures. By 2009, the number of firms in the MSC had grown to 2,520, of which 25 percent were foreign, including joint ventures. Cumulative FDI in 2009 amounted to RM 5.8 billion (US$1.65 billion). For travel service exports, the government approved the establishment of the first low-cost carrier in 2001. Although AirAsia is not the first low-cost carrier in Southeast Asia, it is certainly the most successful-partly because it did not intend to remain a domestic carrier even though it was established as one. By 2007, AirAsia had captured 48.6 percent of the domestic air traffic volume, leaving 51.4 percent of the domestic market to the national carrier, Malaysian Airlines (WTO 2009, 65) .
In line with its regional ambitions, AirAsia quickly formed joint ventures in Indonesia and Thailand to capture those markets as well as to position itself for the ASEAN open-skies policy (Tham 2008, 24) . It is the biggest low-cost carrier in Southeast Asia, measured by fleet size, and has since ventured into long-haul travel by establishing AirAsia X. After AirAsia's entry into the domestic market, the government deregulated the underserved, lucrative Malaysia-Singapore monopoly in 2008. This route previously had been served by the national carriers of the two countries.
The establishment of the Low-Cost Carrier Terminal in 2006 boosted travelers' use of AirAsia. The rapid expansion of AirAsia has led to the expansion of the current facilities as well as to plans to build a similar terminal in the near future.
The enactment of the Islamic Banking Act in 1983 introduced Islamic banking into the country. Islamic banks offer the entire range of Islamic products. Although conventional banks offer conventional products, they are also allowed to offer Islamic products. A national Shariah Advisory Council was established by the Securities Commission in 1996 to facilitate the development of the Islamic capital market in the country (Securities Commission 2009). Members of the council are highly qualified Malaysians with wide international exposure and international scholars in the region. The council serves as the sole authority for the issuance of rulings and guidelines on the Islamic capital market. The provision of specialized institutions gave Malaysia a first-mover advantage in setting standards for Shariah-compliant equities for the stock market in Malaysia. Subsequently, other stock markets around the world followed suit, thereby increasing competition in the Islamic capital market.
Strategic positioning of Malaysia
Malaysia has leveraged its relative strengths to focus on selected service subsectors. First, Malaysia has strategically positioned itself to benefit from its geographic proximity to Singapore and its historical links to Singapore. Key factors are Malaysia's lower costs of services, Malaysians' proficiency in the English language, and the central role of Islam in the country. Malaysians' English-language skills have also helped Malaysia to position itself against large countries in ASEAN such as Indonesia and Thailand, where English proficiency is lower. The University of Nottingham has acknowledged that Malaysians' proficiency in English was one of the main factors that led to it to choose Malaysia over Thailand for its branch campus in the region.
The relatively lower cost of living in the country has distinguished Malaysia from Singapore. Although Singapore has numerous strengths relative to Malaysia, it is considerably more expensive to live there. Private hospitals that are based in Singapore have invested in Malaysian hospitals in order to tap the lower cost of facilities in the country. Patients who have found Singapore hospitals to be too expensive are diverted to the Malaysian counterparts, which can perform the same procedures at lower cost. Similarly, branch campuses in Malaysia are less expensive than branch campuses in Singapore.
Consequently, complementary services have developed between the two countries in three areas of service exports: higher education, medical services, and tourism. Malaysia provides services in the lower-priced market according to its lower-cost advantage, while Singapore provides the same services for the higher end of the market. This complementarity has also attracted Singaporean investment in Malaysian services in the case of medical tourism. U.S.-owned Singapore hospitals (such as Parkway Holdings) have invested in Malaysian hospitals to tap the synergies of complementary services. In that way, foreign patients can be directed to either Malaysian or Singaporean hospitals according to their budget constraints. The launch of the Iskandar Development Region in 2006 was expected to capture more of the potential synergies between Singapore and the southern part of Malaysia for the development of complementary services.
Finally, the Muslim population in Malaysia has led to the creation of an alternative banking system that can serve the needs of Muslims and to the subsequent vision of making Malaysia a hub for Islamic finance. By positioning itself as a modern Islamic country, Malaysia has been able to draw tourists, students, and patients to the country.
Unilateral liberalization and fostering of domestic competition
The provision of certain public goods such as higher education and health by the Malaysian government has been limited by financial constraints. Consequently, the government has permitted private operators to provide for such services in the country. The number of private providers grew rapidly in response to the excess demand in the country, leading to a substantial presence of private providers in both the higher education and the health sectors. In 2009, there were 454 private higher education institutions and 222 private hospitals, including private maternity and nursing homes. Although local providers predominate in those two sectors, foreign providers also exist. For example, in the case of higher education, five branch campuses are operating in the country.
The large pool of domestic health and higher education providers has created a competitive domestic environment. It has also created increasing pressures to extend the services of these providers to international students and patients, which in turn has led to increasing exports of these services, primarily in the form of mode 2. Moreover, as discussed earlier, domestic providers are also venturing overseas.
Progressive liberalization at the national, regional, bilateral, and multilateral levels
Malaysia is progressively liberalizing the service sector at the national, regional, bilateral, and multilateral levels. In particular, the lack of progress at the multilateral level has accelerated the liberalization process at the regional and bilateral levels. Under the ASEAN Framework Agreement on Services (AFAS), seven
The Case of Malaysia packages of liberalization have been undertaken thus far. Malaysia is also party to additional ASEAN agreements that cover services, such as the ASEAN-China, ASEAN-Japan, and ASEAN-Korea agreements. At the bilateral level, Malaysia has signed agreements with Japan, New Zealand, and Pakistan.
Although no study has been conducted to assess the extent to which the recent commitments have pushed domestic liberalization, the number of sectors that have been committed has progressively increased over time. For example, in the case of AFAS, Tham (2009) has shown that the number of sectors committed at the three-, four-, and five-digit level increased substantially from AFAS 2 to AFAS 7. There are also three sectors with 100 percent coverage: construction, education, and tourism and travel-related services. At the bilateral level, Malaysia increased the extent of foreign equity permitted in the higher education sector from less than 50 percent to 70 percent in the Malaysia-New Zealand agreement because this sector is important to New Zealand.
Domestically, Malaysia has undertaken unilateral liberalization, but only after local providers secured a competitive capacity for providing the selected services. Some examples are higher education, medical, telecommunication, and airline services, all of which were originally provided by the public sector. When the public sector could not provide sufficient services to meet the growing demand, the government introduced the first stage of liberalization by allowing the private sector to offer similar services. For example, because public universities are unable to offer enough places of study, the government allowed the private sector to fill this shortfall. This change then became a catalyst for the development of private higher education. A similar process took place in the case of medical, telecommunication, and airline services. Subsequently these service sectors were liberalized, which led to foreign service providers participating in the local market and domestic providers exporting their services and investing abroad with their enhanced capacity.
Encouragement of inward FDI in Islamic finance and higher education
In Malaysia, there are significantly more local establishments in most services than foreign establishments, partly because of foreign equity restrictions in the service sector. The New Economic Policy allocated equity ownership in Malaysia to 30 percent for Bumiputera, 40 percent for non-Bumiputera, and 30 percent for foreigners. The Foreign Investment Committee (FIC) was set up in 1974 for the approval of nonmanufacturing activities that are not under the jurisdiction of any ministry as well as for the acquisition of corporate ownership (under the Guidelines for the Acquisition of Assets, Mergers, and Takeovers) and property ownership (under the Guidelines for the Acquisition of Property by Local and Foreign Interests). After the Asian financial crisis in 1999, this restriction on foreign equity ownership was removed for the manufacturing sector. It was also relaxed for selected service subsectors such as telecommunications and ports. But the banking and insurance sector is an exception to the pattern. Unlike other sectors, 100 percent foreign equity ownership is permitted for locally incorporated foreign banks, foreign Islamic banks, international Islamic banks, international takaful operators, and Islamic reinsurers.
The restrictions on equity ownership have limited FDI inflow, which consequently might have retarded the growth of the service sector, except in the case of Islamic finance where there is large participation by multinational firms: 61 percent of commercial banks and 34 percent of Islamic finance banks are foreign owned. In addition, there are 4 international Islamic banks and 11 foreign-owned Islamic banks.
Similarly, the higher education subsector was liberalized unilaterally in 1995, when foreign higher education providers were given licenses to operate. Five foreign universities have since established their branch campuses in Malaysia.
Because of increasing concern over the inflows of FDI, the Department of Statistics has published-for the first time (WTO 2009, 60 ). An increasing number of banking licenses with 100 percent foreign equity have been given for Islamic banks over time. Hence, there was net inflow in the financial sector for the period 1999-2009. On April 22, 2009, foreign equity restrictions on 27 service subsectors were removed. This move was followed a week later by the relaxation of foreign equity ownership in financial services. In June 2009, the government announced that the FIC guidelines would be deregulated and that limitations on foreign equity would be decided by the regulator of the industry. These changes in equity restrictions indicate that the government has been progressively opening up the service sector to foreign investment.
Quality assurance
In higher education, quality assurance is provided by the Malaysian Qualifications Framework for higher education in the country. The framework is a description of the national education system, including all qualifications and learning achievements in higher education. It is governed by the Malaysian Qualifications Agency (MQA). In 2009, 7,074 programs were offered in the country, of which 2,298 had achieved minimum standards while 2,167 (or 35 percent of the total number of programs) had received full accreditation. Quality assurance is provided for international students, because only accredited programs are allowed to recruit international students. The MQA's accreditation does not imply recognition.
There are ongoing efforts to increase recognition through the MQA's collaborative links with several international networks in quality assurance, such as the International Network for Quality Assurance Agencies in Higher Education. At the ASEAN level, mutual recognition agreements have been signed for seven areas: engineering services, nursing services, architectural services, survey qualifications, medical practitioner services, dental practitioner services, and accounting services. Malaysia is also a member of the Washington Accord, which provides recognition for engineering degrees for its member countries.
In the health sector, the Malaysian Society for Quality in Health (MSQH) is the only body that is recognized to carry out accreditation. The MSQH emphasizes patient safety and medical audits. It was formed through the initiative of the Ministry of Health, the Association of Private Hospitals of Malaysia, and the Malaysian Medical Association. It is based on international standards with local modifications, and it is affiliated with international health care accreditation bodies such as the International Society for Quality in Health (ISQua) and the Joint Commission International (JCI). Both the MSQH and the JCI are recognized members of the International Accreditation Federation Council. MSQH is also in the process of forming ASQua, or the Asian equivalent of ISQua. As of 2009, 79 hospitals were accredited by MSQH, of which 24 were private (Tham 2009 ). Only accredited hospitals are allowed to take in international patients. JCI standards are internationally accepted, so JCI accreditation has implications for the insurance coverage of the patient. Malaysia has six JCI-accredited hospitals and healthrelated establishments (Choy 2010 ).
These quality assurance efforts are more effective for mode 2 rather than mode 4 exports. International students and patients are drawn to Malaysia because these quality assurance factors work in conjunction with other factors, such as costs, marketing, and the recruitment initiatives of the providers and the government. Malaysian domestic regulations do not hinder the movement of these students and patients.
In contrast, domestic providers seeking to export their services through mode 4 may face other problems, because quality assurance and recognition are not the only factors that determine the mobility of Malaysian providers to other countries. For example, Malaysian architects who seek to export their services abroad must satisfy regulations in the country to which they plan to export, which will include factors besides recognition. They must have the necessary network to find a local partner for an overseas project if domestic regulations so require.
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Regulatory framework
The service sector is regulated by various government ministries, departments, and agencies. Table 5 .11 summarizes the relevant regulators and regulations for selected services: Islamic banking and finance services, private health care services, private tertiary education services, and tourism and travel-related services.
As shown in table 5.11, the regulatory framework for these services is relatively well laid out in the domestic legislation. Each of the acts listed spells out the procedures for obtaining a license to operate and the guidelines for conduct for establishments covered by the act. The licensing system ensures that operators conform to minimum standards before they are given the license to operate. The governance of the system is made readily available to the public through the The Case of Malaysia act, and it is transparent to the providers. For example, in the case of Islamic finance, domestic regulations as specified in the legislation reflect the distinct features of Islamic finance and aim to instill financial stability, market discipline, and public confidence (bin Ibrahim 2007) . There are, therefore, guidelines on corporate governance, a framework for the rate of return, guidelines on financial disclosure and Shariah governance, and Islamic money market and The respective regulators also ensure that the standards required are adhered to. For example, the Ministry of Higher Education works with the MQA on issues related to course accreditation. The ministry also reviews the licenses that have been awarded. There is also benchmarking to international best practices to ensure that the standards conform to best practices. Dialogues between the regulators and the providers (which are represented by their respective associations) are held at regular intervals. These dialogues serve as important lines of communication between the providers and regulators, so that problems that emerge in the respective sectors are resolved. Malaysia, therefore, has a well-developed system in place to govern the sectors listed in table 5.11.
Factors Constraining Service Exports
A number of factors constrain service factors, as described in this section.
Trade restrictions by other countries
The service sector is highly regulated in most countries. Even though there are ongoing liberalization efforts at both the regional and the bilateral levels, the outcomes of these negotiations do not necessarily enable Malaysian exporters to penetrate and capture the markets of partner countries in these agreements because there are domestic regulations to contend with. Understanding the domestic regulations of the targeted export country is essential if Malaysian exporters are to penetrate the markets of partner countries to these agreements. For example, a moratorium on the establishment of new institutions of higher learning in a country will render the country's offer of no limitations in mode 3 meaningless.
As identified by Mattoo (2003) , the main barriers to trade in services in mode 4 are immigration issues, especially visa-related barriers, discriminatory treatment of foreign service providers, and inadequate recognition of qualifications. Structural barriers, such as limited opportunities for gaining local experience, also exist. Communication skills, lack of a professional network, and limited knowledge of the local job market are other barriers.
Shortage of skills in Malaysia
The recently released NEM notes that, in 2007, only 25 percent of Malaysia's labor force was in the highly skilled category. This percentage is alarmingly low compared with neighboring countries such as Korea (35 percent); Singapore The lack of highly skilled workers in the labor force is due to at least two factors: (a) the weaknesses of the country's education system and (b) a constant outflow of talented workforce. The percentage of adults with tertiary education in the country is relatively low compared with countries such as Korea and Singapore (table 5. (table 5 .13). Although Malaysia performs much better than other ASEAN economies such as Thailand in terms of labor force skills, the skills level is still low for most of the indicators when compared with Singapore and Taiwan, China. In the case of India and Korea, the relative performance is mixed, with some indicators in Malaysia scoring higher (such as quality of education system, local availability of research and training services, and extent of staff training) and other indicators scoring lower.
In addition to the low percentage of highly skilled workers in the country, feedback from many industry players indicates that Malaysian graduates lack the skills needed in the market. As a result, in 2008, about 25 percent of local graduates from public universities remained unemployed six months after graduation (NEAC 2010 thereby implying that Malaysia is not producing good-quality students. Thus, there is a shortage of skilled human capital in the country, and improving the situation is critical if Malaysia is to enhance its export of knowledge-based services. To a great extent, this constraint has affected Malaysia's ability to export ICT services, despite the early advantages offered by the MSC, because Malaysia's size and the availability of the labor force-as well as the country's financial incentives for business process outsourcing services-are less attractive than those of India and the Philippines (A.T. Kearney 2009) . The large inflow of low-skilled migrant workers into the country since 1990 has contributed to the reluctance of industries to move to high-value-added activities using more skilled workers. The availability of low-skilled labor has encouraged industries in the agriculture, manufacturing, and service sectors to continue their activities and maintain the same level of profitability. As a result, industries are unwilling to train and upgrade the skills of local workers.
Increasing competition from other countries
The initial advantages of Malaysia in the case of low-cost carriers and Islamic finance are being challenged by the rapid emergence of competitors, especially from countries within the region. Low-cost carriers have been established in other In the case of Islamic finance, the general increase in interest in Islamic instruments in the world has led Singapore to also focus on Islamic finance to strengthen its position as a financial center. Korea is also venturing into Islamic finance.
Similarly, economies such as Bahrain; China; Hong Kong SAR, China; India; Qatar; Singapore; Thailand; and the United Arab Emirates are also aiming to be hubs for higher education as well as for medical tourism. Increasing competition will require Malaysia to innovate constantly in terms of products and costs to provide a competitive edge for the country.
Broadband penetration, speed, and cost
In general, the pattern of service exports shows that Malaysia has been able to exploit its geographic and cultural proximity to other countries in the region. Most countries in this region are in the developing phase of their economy. Given the state of infrastructure in developing countries, Malaysian providers are limited by the infrastructure facilities available in the partner countries. Even though Malaysia has a high-quality telecommunication network, for instance, and an Internet penetration of 62 persons per 100 population, mode 1 service exports are inhibited by the quality of the telecommunication networks in destination developing countries. Moreover, although Malaysia has six higher education institutions that specialize in providing e-learning, these institutions have limited opportunities to expand their services to the less developed countries in the region (such as Cambodia, the Lao People's Democratic Republic, Myanmar, and Vietnam) because of those countries' limited infrastructure support for this type of learning. It would appear that mode 3 exports may be more useful than mode 1 exports to other developing countries until they have developed the infrastructure necessary to handle mode 1 exports from Malaysia.
Conclusion
Overall, exports of some selected services, such as higher education, medical tourism, and Islamic finance, are beginning to emerge as potential revenue earners for the country. These industries are expected to join tourism as major exporting sectors that can balance the present dependency on manufacturing exports. Malaysia is relatively more successful in exporting services under mode 2 (that is, bringing international consumers in the form of students, patients, or tourists into the country). The ability to bring investors into the country is improving over time with the increasing relaxation of the equity restrictions on foreign ownership. Limited data on mode 4 exports also suggest that the number of Malaysian professionals working in other countries has increased over time.
Several factors assist these emerging exports, including a stable political and macroeconomic regime and a relatively business-friendly environment. In particular, Malaysia's first-mover advantage in developing low-cost carriers, the MSC, and Islamic finance have provided an edge that has helped the country compete in the region. The fact that Malaysia ventured into certain service sectors has helped the country be a pioneer exporting these services. The success of these exports was facilitated by strong government support that recognized the potential of these service exports. Malaysia's natural endowment and a culturally diverse society enhanced its appeal not just in the tourist sector but also in higher education and medical tourism.
Another factor that explains Malaysia's success in exporting services is liberalization, especially in the higher education and Islamic finance sectors. For the higher education, medical, and airline services, Malaysia first liberalized domestically because the public sector could not provide sufficient services to meet the growing demand. Because public universities are unable to offer enough places of study, the government allowed the private sector to fill this shortfall. This move then became a catalyst for the development of private higher education. The medical and airline services underwent the same process, in which the private sector initially enhanced domestic capacity and later began to export. At the same time, at the bilateral and regional levels, Malaysia has progressively increased the number of committed sectors. For example, under the AFAS, Malaysia has made commitments in all the major service categories.
Finally, government policies have also significantly aided the provision of services in the international market. Policies that have worked for the country include quality assurance and a sound regulatory framework. In the case of higher education and medical tourism, the endowment was not natural but was built by developing domestic capacity and by setting international standards and a sound regulatory framework for domestic providers to adhere to. In the case of tourism, the government invested in global campaigns such as Malaysia Truly Asia, to promote the country as a major tourist destination in addition to providing the necessary infrastructure, such as airports, roads, and railways, to facilitate the movement of goods and people.
However, while the country has been relatively successful in bringing the world to Malaysia, it has been less successful in bringing Malaysia to the world. The main factors that are constraining Malaysia in penetrating the world service market in terms of mode 4 are trade barriers encountered in other countries. Because it is relatively easier to enter other developing countries, Malaysia is also constrained by the availability of suitable infrastructure in other developing countries for the provision of mode 1 supply. For example, Vietnam, Indonesia, and Pakistan have e-readiness scores of 64, 65, and 66, respectively, of 70 countries ranked (EIU 2009) . At the same time, the country is challenged by increasing competition from other countries in all the main export subsectors. Finally, human capital constraints are increasing over time. In the short term, importing foreign skilled workers will help, because the development of human capital has a rather long gestation period. Attracting Malaysian expatriates back to the country is another intermediate solution. These improvements will also help restore the relative attractiveness of Malaysia as a host country for knowledge-based and technology services.
Notes
1. According to the linkage index, a backward linkage that is greater (less) than 1.00 implies that the sector or industry has an above (below) average dependency on a particular domestic industry for its input requirements. A forward linkage that is greater (less) than 1.00 implies that a particular domestic industry has an above (below) average dependency on the sector or industry in question for its input requirements.
2. Financial services covered in the balance of payments are defined as financial intermediary and auxiliary services, except insurance and pension fund services. They include deposit taking and lending, letters of credit, credit card services, commissions and charges related to financial leasing, factoring, underwriting, and clearing of payments. Also included are financial advisory services; custody of financial assets or bullion; financial asset management; monitoring services; liquidity provision services; risk assumption services other than insurance, merger, and acquisition services; credit-rating services; stock exchange services; and trust services (IMF 2009). 3. FDI is defined as equity capital, reinvested earnings, and other capital (defined as debt securities, trade credits, loans, deposits, and so forth).
4. The findings of the Quarterly Survey of International Investment and Services (QSIIS) are described by Masud and others (2008, 1) . The QSIIS was first conducted in the first quarter of 1999, in conformity with the fifth edition of the Balance of Payments Manual (IMF 1993) . The survey covered 2,500 companies with significant international transactions in financial assets, liabilities, or services that were incorporated or registered in Malaysia. Of these companies, 1,300 were classified as FDI companies.
5. See the website of the Malaysian Architects Exporters Club at http://www.pam.org.my/maec/ benefits.htm.
